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Appendix A3 6 

Answer to Two-Factor Midterm Question 



Both countries will have production possibilities curves that look like Figure l. 1 
But in autarky under the first set of demand assumptions, the wheat loving country 
will consume at point x while the cloth loving country consumes at point y. With trade, 
both countries can gain. The wheat loving country produces at point a, and exports 
ba of cloth in exchange for cb of wheat. It thereby increases its wheat consumption 
by cx . The cloth loving country also produces at point a. (Both must produce where 
the production possibilities curve is tangent to the world terms of trade, which can 
only occur at the same point, since both have the same curve) . The cloth lover exports 
ad of wheat (=cb) and imports de of cloth (=ba) . It thereby increases its cloth 
consumption by ye. Hence, the answer is "yes" given the first demand assumptions. 
If we instead assume that both countries had identical tastes, there is no possibility 
of a gain. They both are at a point such as "a" in autarky for production and 
consumption. If trade occurred, they would both want the same pattern of consumption 
given the world price ratio. So there is no scope for exports or imports making them 
better off. 


Figure 1 



1 Identical technology means that the two countries use the same production functions for producing wheat. 
And they use the same production functions for producing cloth. Since, in general, the wheat and cloth 
industries will rank differently in capital intensity, the production possibilities curve will be bowed out from the 
origin, as in Figure 1 . 



